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ISRAEL - Key Economic Indicators 


All values in Israeli Shekels (IS) 
billion, unless otherwise stated. 
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SUMMARY AND OVERVIEW 


Several positive developments highlighted the Israeli economy 
during 1981. The inflation rate fell for the first time in 
Six years and the civilian trade deficit improved slightly. 
The Gross National Product advanced by 4.6 percent. 


Following his appointment as Finance Minister in January 1981, 
Yoram Aridor placed the fight against inflation ahead of Israel's 
balance-of-payments problem as his first priority. With a com- 
bination of purchase tax reductions, increased subsidies on 

basic commodities and a new medium-term savings scheme which 
provided positive real interest rates to the public, he attempt- 
ed to lower the inflationary expectations that had developed 

over the preceding years. With the implementation of these 
policies in the months prior to the June elections, Aridor be- 
came the target of criticism of the opposition parties. They 
charged that what he called "correct economics" was politically 
inspired. Nevertheless, Aridor adhered to these policies even 
beyond the elections. Only toward the end of the year did he 
move to reduce subsidies gradually, with the objective of 
eventually eliminating them. The Finance Minister also acknowl- 
edged that successive government budget deficits have contributed 
to Israel's inflation, and in the second half of the year, he be- 
gan to concentrate his efforts on restraining government expen- 
ditures. 


Aridor is continuing these efforts into 1982 and has presented 
a budget for the new fiscal year which began on April 1 that is 
5 percent lower in real terms than last year's budget. Past 
experience, however, has shown that reducing budget deficits is 
difficult in Israel. Almost 60 percent of the budget regularly 
goes to necessary defense expenditures and debt repayment. Thus, 
there is little room for cutting in the remaining 40 percent 
that must go to development and social services such as health 
and education. The extraordinary powers which the Cabinet gave 
Aridor to supervise the activities of the other ministries, in- 
cluding expenditures and personnel decisions, may enable him to 
achieve his objectives. 


Stable and in some cases falling real prices of basic commodities 
on world markets combined with the continued strength of the ex- 
port sector to help Israel reduce its civilian trade balance for 
the second consecutive year. The improvement was about $100 
million, although this was more than offset by the growth of 
Israel's military imports. This explains a deterioration of 

about $500 million in the overall trade account. Nevertheless, 

as in the past, Israel easily covered its current account deficit 
with financing from various sources. These included approximately 
$3.1 billion in drawdowns of economic and military assistance from 
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inflation. Public consumption was also high. It increased by 
about 7.7 percent over the preceding year, but this was primarily 
due to total defense spending, which rose by 11.4 percent. Civ- 
ilian public consumption only rose 1.7 percent. Domestic defense 
spending actually declined by 1.5 percent in 1981. But spending 
on defense imports, in large measure U.S. financed, increased 

by 29.8 percent. If one excludes defense imports, total public 
consumption declined by .1 percent. 


Gross domestic investment declined again in 1981. While it fell 
by roughly 1! percent, this drop was considerably less than the 
17.4 percent decline in investment observed in 1980. This was 
partiy due to a decline in housing investment, both private and 
public, which appeared to outweigh the increased investment in 
machinery and equipment. Fixed investment rose about 3 percent 
in contrast to a decline of about 9.4 percent in 1980. 


The reduction in purchase taxes in the first half of the year 
contributed to an increase in civilian imports (goods and services) 
of about 7 percent for 1981. At the same time, exports (goods and 
services) also grew by about 7 percent, despite the weakness in 
[Israel's traditional Western European markets and unfavorable ex- 
change rate movements. 


In view of the Government's efforts to reduce public sector 
expenditures, the prospects are for slightly less growth during 
1982. The Government is forecasting 4.5 percent growth in GNP, 
investment growth of 10 percent, export growth of 6.5 percent and 
import growth of 1.5 percent. Exports of goods advanced in real 
terms by some 20 percent in the second half of 1981. Should this 
pace continue, it might lead to a higher GNP level in 1982. 


PRICES AND WAGES 





Inflation slowed during 1981. In 1978 the Consumer Price Index 
(CPI) increased by 48 percent (measured from end of year to end 

of year). It jumped to 111 percent in 1979, hit 133 percent in 
1980 and rose 101.5 percent in 1981. Several factors contributed 
to this favorable development. First, Finance Minister Aridor's 
policy of reducing subsidies on basic foodstuffs and public ser- 
vices only very slowly. Second, stable or declining internation- 
al prices of petroleum and other raw materials (which also brought 
about an improvement in Israel's terms of trade) held down produc- 
tion costs. Third, apparently the savings plans and stock market 
activity helped absorb cash from the public and thus dampened 
demand. The Finance Minister's efforts to lower inflationary 
expectations through his subsidy policy had some degree of success 
during the first half of the year. In recent months, however, the 
CPI has fluctuated, and it is difficult to project from these move- 
ments whether or not inflation is truly on the wane. Aridor's 
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efforts at reducing public sector spending in 1982 should lower 
demand pressures and lead to a slower rate of price increases. 
The Minister hopes to hold the CPI increase in 1982 to 90 
percent. 


Real wages resumed their upward growth path in 1981 following a 
decline in 1980, the first in a number of years. Sectoral and 
industry-wide wage gains tacked on to cost-of-living adjustments 
for previous period's higher inflation in a period of slowing 
inflation led to this result. Presently, the employers and the 
General Federation of Labor (Histadrut) are still negotiating 
about a new cost-of-living adjustment formula that will cover 
the next two years. The outcome of this negotiation, which also 
will affect public sector employees, will have an important bear- 
ing on inflation during this period. The adjustment formula will 
determine whether and by how much wage increases will outpace 
productivity gains. 


BALANCE OF PAYMENTS: RESULTS AND PROSPECTS 





The current account deficit--the deficit in the balance of pay- 
ments on goods and services--was $4.4 billion in 1981. 

This was up from $3.9 billion in both 1979 and 

1980. A $498 million increase in defense imports was a major 
factor in the larger deficit. However, the civilian deficit held 
steady for the second consecutive year at approximately $2.2 
billion. This stabilization of the civilian deficit occurred 
despite (a) weak demand from Israel's major export markets; 

(b) the strength of the dollar, which held down the value of 
Israel's non-dollar dominated exports; and (c) the expected 
increased local demand for imports as a result of the lowered 
purchase taxes on consumer durables and cars. The explanation 

is to be found primarily on the import side. Weaker international 
0il prices and a drawdown in diamond inventories prompted a drop 
in primary and intermediate goods imports. Along with the strong 
growth in industrial exports, this explains the stability of 

the civilian current account deficit. 


Government policy has been directed toward rapid growth of the 
export sector, in recognition of the limited domestic market 

for Israel's production. To further this policy and to try to 
reduce the inefficient and inflationary directed credit 
schemes, the Government of Israel in 1981 instituted an exchange 
rate insurance program. This program was designed to insure the 
profitability of those Israeli exporters who faced reduced earn- 
ings in dollar terms when the currencies of their Western European 
customers depreciated against the dollar. In addition, a 107 
percent depreciation of the Israeli shekel against the dollar 
benefited those exporters who concentrate on the United States 

and other Western Hemisphere country markets. (This was the first 
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time in several years that the shekel depreciation vis-a-vis 
the dollar outpaced the Israeli inflation rate.) 


Two trade preference systems help Israel. Israeli exports con- 
tinue to benefit from the country's relationship with the 
European Economic Community (EEC). Israel's agreement with the 
EEC permits Israeli manufacturers duty-free access to the Common 
Market. There is growing concern about the impact of EEC enlarge- 
ment a few years hence on Israeli exports to the Community. 
Israel is a major beneficiary of the United States Generalized 
System of Preferences (GSP), under which 2800 categories of 
manufacturers enter the United States without payment of duty. 
In 1981 Israel ranked seventh among all the nations taking 
advantage of the GSP program. 


As in previous years, Israel financed its current account deficit 
with large capital inflows composed primarily of transfer pay- 
ments and foreign borrowing. In 1981 net capital imports totaled 
$4.7 billion. U.S. economic and military assistance in the 
form of grants and concessional loans, which in U.S. Fiscal Years 
1981 and 1982 totaled about $2.2 billion annually, accounted 

for approximately $3.1 billion. Israel bond sales and borrowings 
from foreign commercial banks augmented the unilateral transfers. 
As a result, foreign exchange reserves increased by $150 million 

to about. $35.5 billien. 


Borrowing to finance part of the payments gap added to Israel's 
total foreign debt. In December 1981, this increased to an 
estimated $17.7 billion from about $16.7 billion 

at the end of 1980. Final data on foreign debt are not available 
for the full year. Available data through August 1981 indicate 
that the majority of the new debt was long term. The August data 
Show a decline in new short-term debt. Thus, the term structure 
of Israel's debt has shifted toward more long-term borrowing. 
Most of the long-term financing came from the U.S. 

Government or from Israel bond sales. Israel continues to main- 
tain a solid credit rating in the international financial market 
as commercial banks view its prospects to increase exports 
favorably. 


The outlook for 1982 is for a slight improvement in the balance 
of payments. The Government is forecasting a decline in the 
deficit on current account of about $400 million. A continua- 
tion of the strong export growth that developed in the last half 
of 1981 could assure this projection. As in recent years, the 
Government will work to encourage exporters to seek new markets 
and broaden existing ones. Improvement in the balance of pay- 
ments will require lower petroleum prices during much of the year 
and a resurgence of the U.S. and major Western European economies 


no later than the second half of 1982. Even so, the deficit 
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EMPLOYMENT AND PRODUCTIVITY 


During 1981 the average unemployment rate rose to 5.1 percent 

from 4.8 percent in 1980. Employment in public sector services 
grew during the first quarter of 1981, fell in the next two 
quarters, and rose again in the last quarter. There was an up- 
Swing in employment in the business sector, with substantial 
growth in the financial and business services branch. The increase 
in employment in the service sectors has contributed to the growth 
of employment of women. Thé decline in housing investment led to 
a drop in employment in the construction sector. Along with slack 
demand for certain textile products, this was a principal reason 
for the increase in overall unemployment. While the labor market 
appeared weak, the number of workers from the West Bank and Gaza 
territories who commuted to jobs in Israel proper reached 

78,000 in both the first and third quarters of 1981. 


According to Government of Israel data, labor productivity in- 
creased by about 2.8 percent in 1981, compared with a 1.3 percent 
increase in 1980. Detailed data on productivity gains are 

not yet available for the full year. Thus, it is difficult to 
state precisely where the gains occurred. One likely area 

would be the export sector, which is highly efficient and con- 
tinues to expand rapidly. 


IMPLICATIONS FOR THE UNITED STATES 





Over the past few years, the United States' share of the Israeli 
import market has fluctuated around 20 percent. Available data 
indicate that this trend continued in 1981. Nondefense imports 
from the United States reached $1.6 billion out of 

a total import bill of approximately $8.0 billion. The United 
States has managed to maintain its share of the Israeli market 
despite the strength of the dollar through much of 1981. Machin- 
ery, electronic equipment and agricultural products continued to 
be the leading U.S. exports to Israel. 


Since it appears that the U.S. dollar will remain firm during 
1982, U.S. exporters will again have to face this hurdle in 
selling to Israel. Lower availability of Export-Import Bank 
financing for Israeli imports will add to the challenge. Never- 
theless, Israelis are familiar with U.S. products and appreciate 
their durability and reliability, so that aggressive marketing 
efforts in Israel can bring positive results for U.S. manufacturers. 


Successive Israeli governmentshave promoted export growth 
as part of their effort to overcome the country's balance-of - 
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payments problems. Major attention has gone into developing 

export industries which can take advantage of the nation's pool 

of highly educated citizens. As a consequence Israel's export 

industries have oriented their sales to the United States and 

Europe, which provide large markets for the sophisticated, modern 

products in which Israel excels. Recognizing that the U.S. dollar's 

strength may be a long-term phenomenon, the Government and the 

Israel Export Institute (a nonprofit organization financed by 

the exporters to analyze world trade patterns and assist Israeli 

exporters) are encouraging Israeli firms to expand their efforts 

in the U.S. market. The emphasis will be on further growth in 

high-technology exports. The best prospects for U.S. exporters 

to Israel are in those areas that can capitalize on this orienta- 

tion. U.S. manufacturers of metalworking machinery,electronic 

ponents, electronic production and test equipment, computers 

‘-ipheral equipment, communications systems and aviation anc 
>-S equipment should do well in this environment. The more 

Israel is able to export of high-technology products, the more it 

will import of the items mentioned above. 


J 
1 


Israeli demand for agricultural products is also expected to re- 


] 
main strong. While the room for growth is limited in view of 
Israel's small population, exporters should be alert for unfore- 


seen opportunities for increased sales. The drop in domestic 
winter grain production as a result of the drier-than-normal 1981 
Winter is an example of conditions that can provide an opening 

dditional agricultural sales. 

the redeployment of Israeli forces from the Sinai to the 

desert was completed on April 26, 82, construction 

facilities for the Israeli Defense Forces will continue beyond 

t date. The two new airbases built in the Negev with the aid 
U.S. Government financing to replace the abandoned Sinai air- 
fields are almost finished. But, there will be a need for ancillary 
structures to provide housing and recreational facilities for the 
relocated troops. This will provide a trade opportunity for sup- 
pliers of earthmoving,transport and construction equipment. 


Although tourism to Israel declined slightly in 1981, the industry 
still has a good potential for growth. The tourism sector receives 
the direct attention of Prime Minister Begin, who sponsors an 
annual conference in Israel to promote tourism to the country. 
Tourism growth will provide a market for construction equipment 

for building new hotels and tourist facilities, hotel and res- 
taurant equipment, and sightseeing transportation vehicles such 

as vans. 


Continued economic growth and defense requirements mean that 
Israel will need commercial borrowing to finance these activities. 
U.S. banks and financial institutions will find Israel to be a 
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reasonably safe market for their loans and other financial 
services. The country's diversified exports help to protect it 
from price changes that can reduce export earnings in other 
countries that depend on only one or two export goods. Israel's 
credit rating is enhanced not only by its export growth prospects 
but also by the sizeable grants and loans it receives from the 
U.S. Government and private sources. 


Foreign investors will find a hospitable environment in Israel. 
The Israeli Government has few capital controls and permits un- 
restricted repatriation of profits and dividends. In addition, 
the Government gives incentives to investors in specific indus- 
tries, such as the export sector, and specific locations in the 
country. Several investors have chosen Israel for new plants to 
use Israel's relationship with the EEC for access to the Common 
Market for their products. Despite the available incentives, 
investment, both foreign and domestic, has been disappointing in 
recent years. Inflation has hindered planning and has favored 
the diversion of funds into financial instruments rather than 
productive assets. Recent proposals by the Government to change 
the tax laws are aimed at encouraging productive investment. 








